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CORPORATE HIGHLIGHTS FOR FISCAL YEAR @@@5

= Continued profitability—fifteen consecutive quarters

= Significant growth in revenues and income

= Significant debt reduction

» Improved shareholder equity

= Growth in the electronics market for fluxers and addition of solder recovery equipment
= Growth in the stent coating market

» Successful entry into WideTrack market glass segment

m Geographical expansion into Europe and Asia
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PRESIDENT’S MESSAGE

The Year in Review

Fiscal Year 2005, which ended February 28, 2005, has been a year of strong financial improvement in nearly every significant measurement.Our sales
grew by 65% to 55,803,586, our operating income grew by 132% to $836k, our pretax income grew by 300% to $807k, and our net income grew from
$785k to $795k. Last year's net income contained a one-time income tax benefit of $584k which had a positive effect on those reported results.
This benefit was the result.of the Company’s stronger position qualifying it to use previously earned tax credits, while this year’s net income included
no such benefit and resulted only from profitable current operations.

Along with much stronger.operating resuits, we reduced our debt to $350k (it is currently less than $50k as of this writing) and increased shareholder
equity to $2,305k. Our strong operating results and strong balance sheet now leave us in a position to capitalize on new opportunities that present
themselves in our markets. As our financials have improved, our market capitalization has also risen because our stock price appreciated with
improving results. All in all, we are pleased with the results of the past fiscal year, and our team is working hard to create the technical and market
development innovations that will lead to future growth for the Company. Our operating results are shown graphically in the accompanying charts.

Financial Highlights
SALES (N THOUSANDS OF DOLLARS) DEBT (N THOUSANDS OF DOLLARS)
6000 2000
5000 =
1500 4
4000
3000 o 1000
2000 —
o | 500 ba
1000 .
0 : : 0 -
FISCAL YEAR 2003 2004 2005 FISCAL YEAR 2003 2004 2005

NET INCOME AFTER TAX EXPENSE OR BENEFIT

(IN THOUSANDS OF DOLLARS) STOCKHOLDER'S EQUITY (IN THOUSANDS OF DOLLARS)
1000 : 2500
D = INCOME AFTER'TAX BENEFIT
2000
800
1500
600 1000
400 >00
0
200
-500
0 -1000
FISCAL YEAR 2003 2004 2005 FISCAL YEAR 2003 2004 2005

PAGE 3




Growth Markets and Market Development | @V@ RVH @W

GROWTH MARKETS - Some markets are considered ‘growth markets, those in which the demand for certain products continues to rise. A good example
the demand for digital electronic devices such as televisions and portable music devices. Fven this growth market is subject to recessions, technology evolution,
and other challenges, but it has enjoyed a significant annual growth rate. Sono-Tek participates in the electronics industry by providing ultrasonic spray fluxers
to manufacturers, and the Company looks forward to long-term growth by satisfying our customers with our current and next generation products. We have
been successfully involved in this market for fifteen years. We plan on following the growth as it migrates from one location to another in the world and as the
technical demands change with the mix of electronics products. In fact, it is the presence of new technical demands that creates the opportunity for us to sell
a new generation of products, providing leverage beyond the base growth rate of the industry. A good example is the migration of the efectronics industry to
the use of lead-free solder, requiring the replacement of existing operational equipment earlier than its planned retirement.

MARKET DEVELOPMENT - The Company is also working to create new markets for our uftrasonic atomization spraying and coating systems, a process
of ‘market development” The challenge here is to create a compelling reason for customers to migrate away from existing and proven methods to new and
better approaches using our ultrasonic atomization systems. We have gained experience in doing just that in the medical device industry, where we have
created a new series of ultrasonic spray systems for coating implantable devices that are superior to traditional spray systems.

Last year, we pioneered another industry changeover, by convincing one of the worlds largest glass companies to invest in our WideTrack glass coating system.
We now have sold many of these systems both here and abroad, and we are working to add other glass companies to the list. We also are tackling a second
glass coating application that could open up ancther entirely different market to our WideTrack system. At the same time, we are pursuing other coating
applications with WideTrack systems that could bring us into the textiles, food, and other industries over the next few years, In all of these applications, there
is considerable waste in either chemicals or water due to overspray, fuel to dry the excess liquid application, or capital expenditures in capturing and cleaning up
//quids released into the workplace. Customers will have both economic and environmental advantages with ultrasonic atomization, due to the inherent

‘ultrasonic advantage” described efsewhere in this report. The conversion of one or more customers in these new areas can lead to a significant growth in sales
for our Company. We use the word *significant; because it is not possible to describe in advance the number of customers or systems that we will sell once
we have demonstrated the feasibility of the approach. This past year we had a growth of 66%, and most of it was due to new applications in new markets—
“significant” growth.

COMPETITION - The question of competition arises for any business. Sono-Tek is a high technology company, and we rely on the creation of proprietary
technology to keep our place in existing markets, and to enter new markets as described above. We also rely on the development of customer application
knowledge and close service relationships that allow us to understand their needs and meet them. It is this combination of ultrasonic expertise coupled with
a deep understanding of customer application parameters that provides a competitive barrier to others.

. te

Markets

ELECTRONICS - The e/ectron cs industry has continued to be our primdry. market Our e/ectron cs busmess has grown even though its fractzon of our business
has declined as new grovvth areas have emerged. Lead-based so fderis gradua ly bemg replaced by lead-free formulations in a number of geograph;ca/ markets.
Our Sonoflux 2000F spray fluxer line appears to fit nicely with the'more diffi cultto-use fluxing.agents that are a part of the lead-free transition. The 2000F has
demonstrated the very desirable capability of handling sticky rosin fluxes witha minimum ofdownrrme for cleaning, and is replacing existing working equipment
that requires more cleaning and maintenance.The 2000F is now a family of products available in both 13"and 24”coarmg width capability, and in both manually
adjustable and autornatic versions. At the low end is a spray fluxer that can be' manually set to spray boards from 3" up to 13”in width. It directly serves the
output lines of product manufacturers (OEMs), since they typically produce the same printed circuit boards month in and month out. For the contract manufac-
turing sector, we provide a 3" - 24" variable-width spray fluxer capable of automatic adjustrent. We can also provide models to fit a variety of customer
requirements and price points in different global markets today. The electronics industry used to be primarily.a North American market. Significant portions of this
market have migrated to Ching, India, and other Asian countries in the last five to ten years. There has also been a migration from Europe to Eastern Europe in the
same time frame, as manufacturers seek to take advantage of the lower costs in these locations. We have developed distributors and sales representatives in these
countries to present our equipment and assist us in selling into these rapidly growing markets. We will continue to use this approach in the coming year. We deal
with many of the same global companies from our more established locations in these new markets, and our success and reputation can be leveraged for a quicker
entry than would otherwise be the case. A major theme for our Company is the globalization of our business, as is reflected on the cover of this Annual Report.

t o
; K

As an outgrowth of the mave to expensive lead-free solders in printed circuit board manufacturing, we have established an exclusive distribution relationship with
EVS International. Ltd ("EVS"), a UK Company, to distribute EVSS line of solder recovery systems. EVS manufactures the EVS6000 and the EVS3000 solder recovery
systems which are used to reclaim solder in its original specification from the dross which accumulates in the wave-solder equipment of circuit board manufacturers,
The resulting savings are up to 50% in solder costs for the manufacturer. In addition, waste disposal costs are dramatically reduced. These factors make the EVS
systems beneficial to attaining and retaining iSO 14001 certification for environmental manufacturing standards. Our territory for this distribution is the United
States and Canada. The customer base for distribution of these systems is synergistic with Sono-Tek’ existing customer base and sales channels for spray fluxers.
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PRESIDENT'S MESSAGE

Markets (continued)

MEDICAL DEVICES - Our main focus in the expanding medical device market continues to be drug-coated implants in general, and arterial stents in
particular. The application of a polymer/drug coating to arterial stents implanted into clogged heart arteries has revolutionized cardiac care. Prior to
availability of coated stents, 25% or more of the treated patients could expect that the artery wall would close in on the stent, restricting blood flow again.
With coated stents, the rate of reclosure (restinosis) has dropped to 5%— a dramatic improvement. We have become the supplier of choice for applying
polymer-drug coating to stents for one large medical device manufacturer, and are being chosen by a host of smaller companies around the world. We are
working with other major players in a developmental role, and we hope to replace their current methods with ultrasonic atomization in the near future.

To serve this market we have developed a series of nozzle designs such as the MicroMist and Accumist, both of which have a role to play depending on the
coating parameters. We sell these nozzle systems for incorporation into existing stent coating machinery, and also as turnkey systems that allows customers
to immediately coat stents without the need to create handling equipment first.

We are looking to expand the application of our coating technology to other implantables, and in the past year we have worked with customers and
placed some systems for coating larger peripheral vascular stents, catheter guidewires, and hernia repair meshes. This is a business that involves both domestic
and overseas divisions of USicompanies as well as foreign companies, and it fits directly into our globalization strategy.

INDUSTRIAL COATINGS - Many industries are based on coating a wide area in moving web production lines. For example, the manufacture of glass,
food products, and textiles involves sheets of varying widths. Many of these products require protective or other functional coatings. Sono-Tek has developed
our WideTrack coating system to address the needs of these manufacturers to apply thinner, more uniform coatings, with much less chemical waste than
conventional spraying or coating systems. Other benefits include the reduction in the amount of energy needed, and the reduction in the usage of capital
equipment for environmental clean up of overspray. Our strategy fits in with the current emphasis on environmentally sound manufacturing, where we help
our customers to "reduce, recycle, and reuse” in accordance with 15O 14001,

In the past year we created a version of the WideTrack that serves the needs of the glass industry for providing protective coatings to newly manufactured
float glass. The new glass tends to stain in the weeks after manufacture without a coating. The traditional approach involved a great deal of overspray, waste,
and clean up equipment in applying protective coatings. Our WideTrack glass system has proven itself and has been installed in over a half dozen locations here
and abroad in the past year. Our sales team is seeking new customers and locations this year, while our engineering group is working on a new version
of WideTrack to apply a different type of coating used in the glass manufacturing process. This new design fs expected to open up an entirely new glass market
to us in the years ahead. Some of these applications are in the area referred to as nanatechnology, in that they involve a liquid containing sub-micron particles,
which remain behind on the surface as the liquid evaporates. It is critical that the initial liquid spray be uniform and thin to achieve good results.

Sono-Tek also has developed a WideTrack textile design, which we hope will replace the traditional bath and foam finishing methods currently in place in
this industry. We have conducted many tests for a half dozen different customers using different finishing liquids and cloth, and we are now ready to place
our first demonstration unit at a textile plant.

NANOTECHNOLOGY - This is another up-and-coming market for the Company’s products. Nanoparticles, which are in the range of one-billionth
of a meter in diameter, have unique properties because of their small size, almost on an atomic scale. The Company’s products have been instrumental in
assisting manufacturers of these materials in their production. For example, Sono-Tek’s SonoDry nozzle has proven
successful in producing nanoparticles when incorporated into laboratory-size spray dryers.

IN CONCLUSION - As the Company moves forward into new areas, we expect to see some quarterly variations in
sales. We are now winning major orders in the WideTrack coating area, and the timing of the delivery of such orders can
enhance or detract from quarterly results. As for an overall trend, our teamn is focused on creating continuing growth that
will lead to a larger and stronger Company over the next few years. We hope our new products and global initiatives
will result in significant sales and earnings growth, and our team is deeply committed to making this happen.

Sincerely,

@é&w

Christopher L. Coccio, Ph.D.

PRESIDENT AND CHIEF EXECUTIVE OFFICER
JULY 15,2005
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Forward-Looking Statements

Certain statements made in this report may constitute "forward-looking statements” within the meaning of the Federal Securities Laws.
Such forward-looking statements include statements regarding the intent, belief or current expectations of the Company and its
management, and involve known and unknown risks, uncertainties and other factors which may cause the actual results, performance
or achievements of the Company to be materially different from any future results, performance or achievements expressed or implied
by such forward-looking statements. Such factors include, among other things, the following:

- The Company’s ability to respond to competition in its markets;
- General economic conditions in the Company’s markets;

The Company undertakes no cbligation to update publicly any forward-looking statement.

Overview

Sono-Tek has developed a unique and proprietary series of ultrasonic atomizing nozzles, which are being used in an increasing variety
of electronic, medical, industrial, and nanotechnology applications. These nozzles are electrically driven and create a fine, uniform, low
velocity spray of atomized liquid particles, in contrast to common pressure nozzles, These characteristics create a series of commercial
applications that benefit from the precise, uniform, thin coatings that can be achieved. When combined with significant reductions in
liquid waste and less overspray than can be achieved with ordinary pressure nozzle systems, there is lower environmental impact.

The Company has a well established position in the electronics industry with its SonoFlux spray fluxing equipment. It saves customers
from 40% to 80% of the liquid flux required to solder printed circuit boards over more labor intensive methods, such as foam fluxing.
Less flux equates to less material cost, fewer chemicals in the workplace, and less clean-up. Also, the SonoFlux equipment reduces
the number of soldering defects, which reduces the level of rework The Company experienced a dramatic recovery of this market
towards the latter part of Fiscal Year 2004 and throughout Fiscal Year 2005, resulting in increased orders for the Company’s equipment.

In the past two years, the Company has focused engineering resources on the medical device market, with emphasis on providing
coating solutions for the new generation of drug coated stents. The Company has sold a significant number of specialized ultrasonic
nozzles and MediCoat stent coating systems to farge pharmaceutical and medical device customers. Sono-Tek’s stent coating systems
are superior compared to pressure nozzles in their ability to uniformly coat the very small arterial stents without creating webs or gaps
in the coatings. The Company has begun to sell a bench-top, fully outfitted stent coating system to a wide range of customers that are
manufacturing stents and/or applying coatings to be used in developmental trials.

The Company also committed engineering resources to develop a general industrial coating product, the WideTrack coating system,
which is finding increasing applications in the glass, food and textile manufacturing industries. The WideTrack is saving customers money
by reducing the use of materials and lessening the environmental impact by significantly reducing overspray, which is common with other
types of coating systems.

In conclusion, the Company’s sales levels have increased as the result of an improved economy, product development efforts, and related
marketing thrusts which have had the effects of improving operating and net income, reducing debt, and increasing shareholders’equity.

Liquidity and Capital Resources

The Company’s working capital increased $886,000 from a working capital of $786,000 at February 29,2004 to $1,667,000 at February 28,
2005. The increase in working capital was principally the result of increases in inventory of $433,000, cash of $231,000 and payments of
fiabilities and debt of $1,049,000. Stockholders'equity increased $1,719,000 to $2,306,000 at February 28, 2005 compared to $587,000 at
February 29,2004. The increase in stockholders'equity was the result of markedly improved operating income, which went from $360,000
10 $836,000, resulting in net income of $795,000, proceeds from a private placement of $522,000, other stock issuances of $42,000, and
exercises of stock options and warrants of $359,000. The Company has operated profitably for the last three fiscal years.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
CONTINUED

Inventory increased $433,000, or 48%, from $905,000 to $1,338,000 as the result of new orders received towards the end of the fiscal
year and the diversification of the Company’s product lines.

The increase in cash of $231,000 is.due to better cash management, increased revenues and collections and the result of equity infusions
this year.

The Company currently:has a revolving credit line of $500,000 with a bank and a $150,000 equipment purchase facility. At February 28,
2005, $350,000 was outstanding under this line. The revolving credit line is collateralized by all of the assets of the Company and requires
a 30 day annual payoff, which took place between April 12,2005 and May 12, 2005.

Results of Operations

For the year ended February 28, 2005,the Company’s sales increased $2,302,000 or 65% to $5,804,000 as compared to $3,502,000 for the
year ended February 29,2004. The increase was the result of an increase in nozzle-spraying system and specialty coating system sales, and
the addition of WideTrack system sales for glass coating. Foreign sales levels increased to 41% in 2005 versus 24% in fiscat year 2004. This
increase was primarily due to sales of coating systems for newly installed plate glass manufacturing lines and for medical coating systems.

The Company's gross profit increased $1,166,000, to $3,163,000 for the year ended February 28,2005 from $1,997,000 for the year ended
February 29,2004. The increase was primarily a result of higher sales of the Company’s products. The mix of the Company’s products sold
slightly affected the gross margin percentage, which changed from 57% for the year ended February 29, 2004, to 55% for the year ended
February 28, 2005.

Marketing and selling costs increased $331,000 to $1,031,000 for the year ended February 28, 2005 from $700,000, for the year ended
February 29,2004. The increase was principally a result of increased commissions of $218,000,and increased labor and fringe benefit costs
of $78,000. These increases were the direct result of increased sales levels during the current fiscal year.

General and Administrative expense increased $208,000 to $779,000 for the year ended February 28,2005 from $571,000, as compared
to the year ended February 29, 2004 as a result of increased. payroll, legal, consulting and accounting costs due to higher sales levels
during the current fiscal year.

Research and'pr'o‘dUct development costs increased $152,000 to $518,000 for the year ended February 28,2005 as compared to $366,000
for the y‘ear‘ended February 29, 2004. The increase was principally due to an increase in engineering personnel and increased purchases
of research and development materials in the current fiscal year.

The Company's operating income increased from $360,000 for the year ended February 29,2004 to $836,000 for the year ended February
28,2005 Net income increased $10,000 to $795,000 or $.07 per share on a diluted basis for the year ended February 28, 2005 from |
$785,000 or $0.07 per share for the year ended February 29, 2004. The prior year's riet income included an income tax benefit of $585,000
as the result of recording a deferred tax asset relating to the tax effect of recognizing $1,500,000 of the Company's prior year’s net
operating loss carryforwards,

Critical Accounting Policies

The discussion and analysis of the Company’s financial condition and results of operations are based upon the Company's consclidated
financial statements, which have been prepared in accordance with accounting principles generally accepted in the United States of
America. The preparation of these financial statements requires the Company to make estimates and judgments that affect the reported
amount of assets and liabilities, revenues and expenses, and related disclosure on contingent assets and liabilities at the date of the
financial statements. Actual results may differ from these estimates under different assumptions and conditions.

(Critical accounting policies are defined as those that are reflective of significant judgments and uncertainties, and may potentially result
in materially different results under different assumptions and conditions. The Company believes that its critical accounting policies
are limited to the one described below. For a detailed discussion on the application of this and other accounting policies see note 2
to the Company’s consolidated financial statements.

PAGE 7




Accounting for Income Taxes

As part of the process of preparing the consolidated financial statements, the Company is required to estimate income taxes.
Management judgment is required in determining the provision for the deferred tax asset. During the fourth quarter of the year ended
February 29, 2004, the Company reduced the valuation reserve for the deferred tax asset resulting from the net operating losses carried
forward due to the Company having demonstrated consistent profitable operations. In the event that actual results differ from these
estimates, the Company may need to again adjust such valuation reserve.

Stock-Based Compensation

SFAS 123, Accounting for Stock-Based Compensation, as amended by SFAS 148, Accounting for Stock-Based Compensation— Transition
and Disclosure, encourages, but does not require, companies to record compensation cost for stock based employee compensation plans
at fair value. The Company has chosen to continue, untit March 1, 2006, to account for stock-based employee compensation using the
intrinsic value method prescribed in Accounting Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees, and
Related Interpretations. Accordingly, compensation cost for stock options granted to employees is measured as the excess, if any, of the
quoted market price of our stock at the date of the grant over the amount an employee must pay to acquire the stock.

Impact of New Accounting Pronouncements

FASB 151 - INVENTORY COSTS

In November 2004, the Financial Accounting Standards Board “FASB" issued FASB Statement No. 151, which revised ARB No.43, relating
to inventory costs. This revision is to clarify the accounting for abnormal amounts of idle facility expense, freight, handling costs and
wasted material (spoilage). This Statement requires that these items be recognized as a current period charge regardless of whether they
meet the criterion specified in ARB 43. In addition, this Statement requires the allocation of fixed production overheads to the costs of
conversion be based on normal capacity of the production facilities. This Statement is effective for financial statements for fiscal years
beginning after June 15, 2005. Earlier application is permitted for inventory costs incurred during fiscal years beginning after the date of
this Statement is issued. Management believes this Statement will have no impact on the financial statements of the Company once adepted.

FASB 152 - ACCOUNTING FOR REAL ESTATE TIME-SHARING TRANSACTIONS

In December 2004, the FASB issued FASB Statement No. 152, which amends FASB Statement No. 66, Accounting for Sales of Real Estate, to
reference the financial accounting and reporting guidance for real estate time-sharing transactions that is provided in Statement of
Position (SOP) 04-2, and Accounting for Real Estate Time-Sharing Transactions. This Statement also amends FAS8 Statement No. 67,
Accounting for Costs and Initial Rental Operations of Real Estate Projects, to state that the guidance for (a) incidental operations and (b)
costs incurred to sell real estate projects does not apply to real-estate time-sharing transactions. The accounting for those operations
and costs is subject to the guidance in SOP 04-2. This Statement is effective for financial statements for fiscal years beginning after
June 15, 2005. Management believes this Statement will have no impact on the financial statements of the Company once adopted.

FASB 153 — EXCHANGES OF NONMONETARY ASSETS

In December 2004, the FASB issued FASB Statement No. 153, This Statement addresses the measurement of exchanges of nonmenetary
assets. The guidance in Accounting Principles Board “APB” Opinion No. 29, Accounting for Nonmonetary Transactions, is based on the
principle that exchanges of nonmonetary assets should be measured based on the fair value of the assets exchanged. The guidance in
that Opinion, however, included certain exceptions to that principle. This Statement amends Opinion 29 to eliminate the exception
for nonmonetary exchanges of similar productive assets and replaces it with a general exception for exchanges of nonmonetary assets
that do not have commercial substance. A nonmaonetary exchange has commercial substance if the future cash flows of the entity are
expected to change significantly as a result of the exchange. This Statement is effective for financial statements for fiscal years beginning
after June 15,2005. Earlier application is permitted for nonmonetary asset exchanges incurred during fiscal years beginning after the date of
this Statement is issued. Management believes this Statement will have no impact on the financial statements of the Company once adopted.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS
CONTINUED

FASB 123 (REVISED 2004) — SHARE-BASED PAYMENTS

In December 2004, the FASB issued a revision to FASB Statement No. 123, Accounting for Stock Based Compensation. This Statement
supercedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related implementation guidance. This Statement
establishes standards for the accounting for transactions in which an entity exchanges its equity instruments for goods or services. It also
addresses transactions in which an entity incurs liabilities in exchange for goods or services that are based on the fair value of the entity's
equity instruments or that may be settled by the issuance of those equity instruments. This Statement focuses primarily on accounting for
transactions in which an entity obtains employee services in share-based payment transactions. This Statement does not change the
accounting guidance for share-based payment transactions with parties other than employees provided in Statement 123 as originally
issued and EITF Issue No. 96-18, "Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services."This Statement does not address the accounting for employee share ownership plans, which
are subject to AICPA Statement of Position 93-6, Employers Accounting for Employee Stock Ownership Plans.

A nonpublic entity will measure the cost of employee services received in exchange for an award of equity instruments based on the
grant-date fair value of those instruments, except in certain circumstances.

A public entity will initially measure the cost of employee services received in exchange for an award of liability instruments based on its
current fair value; the fair value of that award will be re-measured subsequently at each reporting date through the settlement date.
Changes in fair value during the requisite service period will be recognized as compensation cost over that period. A nonpublic entity may
elect to measure its liability awards at their intrinsic value through the date of settlement.

The grant-date fair value of employee share options and similar instruments will be estimated using the option-pricing models adjusted
for the unique characteristics of those instruments (unless observable market prices for the same or similar instruments are available).

Excess tax benefits, as defined by this Statement, will be recognized as an addition to paid-in-capital. Cash retained as a result of those
excess tax benefits will be presented in the statement of cash flows as financing cash inflows. The write-off of deferred tax assets relating
to unrealized tax benefits associated with recognized compensation cost will be recognized as income tax expense unless there are
excess tax benefits from previous awards remaining in paid-in capital to which it can be offset.

The notes to the financial statements of both public and nonpublic entities will disclose information to assist users of financial information
to understand the nature of share-based payment transactions and the effects of those transactions on the financial statements.

For public entities that file as small business issuers the effective date will be as of the beginning of the first annual reporting period that
begins after December 15, 2005, Management intends to comply with this Statement at the scheduled effective date for the relevant
financial statements of the Company.

FASB INTERPRETATION NO.47 — ACCOUNTING FOR ASSET RETIREMENT OBLIGATIONS

In March 2005, FASB Interpretation No47 "FIN 47" was issued, which clarifies certain terminology as used in FASB Statement No. 143,
Accounting for Asset Retirement Obligations. In addition it clarifies when an entity would have sufficient information to reasonably
estimate the fair value of an asset retirement obligation. FIN 47 is effective no later than the end of fiscal years ending after December 15,
2005. Early adoption of FIN 47 is encouraged. Management believes the adoption of FIN 47 will have no impact on the financials of the
Company, once adopted.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Stockholders and Board of Directors
Sono-Tek Corporation
Milton, New York

We have audited the accompanying consolidated balance sheet of Sono-Tek Corporation as of February 28, 2005, and the related
consolidated statements of operations, stockholders' equity and cash flow for the year then ended. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audit in accordance with auditing standards of the Public Company Accounting Oversight Board (United States). Those
standards reguire that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Sono-Tek
Corporation, as of February 28, 2005 and the results of their operation and their cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States.

X.Q8C, P

SHERB & CO, LLP

Certified Public Accountants
New York, New York
May 23,2005

To the Stockholders and Board of Directors
Sono-Tek Corporation
Milton, New York

We have audited the accompanying consolidated balance sheet of Sono-Tek Corporation as of February 29, 2004, and the related
consoalidated statements of operations, stockholders' equity and cash flow for the year then ended. These financial statements are the
responsibility of the Company’s management. Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audit in accordance with auditing standards of the Public Company Accounting Oversight Board (United States). Those
standards require that we plan and perform the audits to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting principles used and significant estimates made by management, as well as
evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects, the financial position of Sono-Tek
Corporation, as of February 29, 2004 and the results of their operation and their cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States.

EA(K‘O/ )&;&Q ‘ ‘i‘o) A’-dﬁ
RADIN, GLASS & Co, LLP

Certified Public Accountants
New York, New York

April 27,2004 2005 ANNUAL REPORT
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CONSOLIDATED BALANCE SHEET

ASSETS

Current Assets

Cashand cashequivalents ...
Accounts receivable (less allowance of S18,123) ... ... ... ... . ...
P N O S ottt e
Prepaid expenses and other CUMTeNTt @SSeTS .......o.vivutiire i
Deferred taX @SSt .. ... i e

Equipment, furnishings and leasehold improvements (less accumulated depreciation of $720,384)
INtangible aSSets, NET. ... o
OB S SS ottt

O AL A ST

LIABILITIES AND STOCKHOLDERS EQUITY

Current Liabilities:

Accounts payable ...
ACCTUET BXPENSES . ettt et
Line of credit ... oo

Total Habiltes ..

Commitments and CONtINGENCIES ... ... i

Stockholders' Equity

Common stock, $.01 par value; 25,000,000 shares authorized,

13,825,640 issued and outstanding  ..........ooii
Additional paid-in capital ...
Stock subscription receivable ... ..
Accumulated deficit .. ..o o

Total stockholders'equity ...

TOTAL LIABILITIES AND STOCKHOLDERS EQUITY .o

See notes to consclidated financial statements,
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FEBRUARY 28,
2005

S 421,043
813,703
1338410
111,714
117,000

2,801,870

140,133
22,894
7171

468,000

$ 3,440,068

§ 292,729
491,828

350,000

1,134,557

138,257
7,371,233
(15,750)

(5.188229)




CONSOLIDATED STATEMENTS OF OPERATIONS

YEARS ENDED
FEBRUARY 28, FEBRUARY 29,
2005 2004

INBE SAIES .ot o855 s $ 5,803,586 $3,501,594

COSt OF GOOAS SO s s 2,640,373 1,505,010

0Tl 0 oS 3,163,213 1,996,584
Operating Expenses

Research and product eVEIODMENT ... 517,526 365,577

METKETING AN SEHING sttt s 1,031,194 700,445

GENETAl ANT BAMNINISIIBTIVE oo seeseresses s s sseese s seseesesesss s seseses e st esesese s eseessere e 778,820 571,058

TOtal OPEIATING EXDENSES ..ot 2,327,540 1637,080

OPETATING INCOME .ceertssessssssessesssessossos e s e85 3518555 8 5 e 835,673 359,504

INTETEST EXIDEIISE oottt oot sssss oo oo (93,032 (166,884)

INTErESt AN OTNEI INTOMIE .ttt 64,661 8719

INCOMNE DEFOTE INCOMIE TAXES oo resereseeseesesmseresssess st sesssessss et aestsssesossaeeesesssesisesesssesesesssemssesoesscsssenser 807,302 201,339

INCOME TaX (EXPENSE)/BENEIL ..ottt s (12,000) 583,890

INEE INCOMIE vttt s st 15511555555 s S 795302 § 785229

BaSIC EAIMINGS PEI SNATE ..ot sssssesssssssssssssssesssisssssese st S 07 $ 08

DilLted EATMINGS PO SNATE......oceessmessssss sttt st S 07 S 07

Weighted AVErage SNAres — BASIC ...t 11,708,331 9,248,175

Weighted Average Shares — DIlUTEA . 12,006,170 11414584

See notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

YEARS ENDED FEBRUARY 28,2005 AND FEBRUARY 29, 2004

COMMON STOCK ADDITIONAL  STOCK STOCI(%\LLDERS'
PAR VALUE $.01 PAID-IN  SUBSCRIPTION ACCUMULATED  (DEFICIENCY)
SHARES AMOUNT _ CAPITAL _ RECEIVABLE DEFICIT EQUITY

Balance - February 28, 2003....ncrieer 9,200,161 § 92,002 $6,037305 $ 0 S (6768760) S (639453)
Non-employee stOCK OPLIONS ... - - 1,564 - 1,564
EXErcise Of WartantS...esncsomsssssissessone 624,444 6,245 176,200 - - 182,445
Exercise of Stack OpLIONS e 91,516 915 13372 - - 14,287
Conv.of Notes and liabilities ... 578,035 5,780 236,995 - - 242,775
NET INCOMIE oo - - - 785,229 785,229
Balance - February 29, 2004 10,494,156 104,942 6,465,436 - (5983531) 586,847
StOCK SOIA/ISSUE oo 388,168 3,882 575,796  (15,750) - 563,928
EXEICISE OF WAITANTS oo sressssessesrsscresenn 2272017 22,720 263,003 - 285,723
Exercise Of STOCK OPUONS cvvovveeesscrsimsssmssiirse 671,299 6,713 66,998 - - 7371
NEL INCOMIE oot esss e ssnssesso - - - - 795,302 795,302
Balance - February 28,2005.........owoioecoere 13825640 $138257 $7371233 § (15750) § (5188229 $2305511

See notes to consolidated financial statements.

PAGE 13



CONSOLIDATED STATEMENTS OF CASH FLOWS

YEARS ENDED

FEBRUARY 28, FEBRUARY 29,
2005 2004

CASH FLOWS FROM OPERATING ACTIVITIES:

INET INCOMIE sttt 5 § 795302 $ 785229
Adjustments to reconcile net income to net

cash provided by (used in) operating activities:

Depreciation and @aMOTTIZATION ... sessssssssmessssson 53,092 49469
[IMPULE INTEIEST XPENSE ..ccevecssssessessesosrsssssssssssmsssssssssssessesssss s - 17,608
Provision for AOUDTUl ACCOUNTS ... 3,077 1,371
Increase in:
ACCOUNTS TECEIVADIE......o st essssssosssessssssssssssssesossees (2,946) (440,166
PIVRNITOTIES s rerersrsssssssssscssosssssssisssssesss s s (432, 94 ) (110,803)
Prepaid expenses and Other CUMENT @SSELS .o (28,114) (27,577)
DEFEITEA TAX ASSELS....rrcsssmscesssssistmsessessssssssiesssssss et - (585,000)
Increase in:
Accounts payable and aCCrUEd EXPENSES ... e 97459 292,892
Net Cash Provided by (Used in) Operating ACTIVILIES ..o, 484,929 (16977)
CASH FLOWS FROM INVESTING ACTIVITIES:
Purchase of equipment, furnishings and leasehold improvements........cn. (126,887) (10411)
PATENT FIlING COSTS oorrrrmecssmsrressmessmossssssssssssss st oo (347) (2,296)
O3 TI = O OO (630) -
Net Cash Used [N INVESTING ACHVITIES c.cvemvisrscmsssssssssessissmssssssssssssssesssssssssesecson (127,863) (12,707)
CASH FLOWS FROM FINANCING ACTIVITIES:
Proceeds from ISSUANCE OF STOCK ...t 563,923 -
Proceeds from exercise of Warrants and OPTIONS ... 359,439 198,296
Conversion of Notes aNd AT T0 BQUILY ..o - 242,774
Repayment under revolving CrEQIT lNE...... st (312,000)
Repayments of notes payable and egUIPMENT I08NS.........w s - (9, 072)
Repayment of NOES tO TElALEA PATTIES ...t - (24,283)
Repayment of SUDOIAINGLE DT ..ot - (20,928)
LOAN PAYMENTS/ EXCNENGES ..ot srissssssesssessmssssesssesssssssssssssssesss s (737,372 (432,774)
Net Cash Used in FINANCING ACTVITIES .owvrrsmrmsssssmssssssssssssssssssssssesmssssnss {126,010) (45,987)
NET INCREASE/(DECREASE) IN CASH AND CASH EQUIVALENTS ......coooscsssssssssesmssssssessinan 231,056 (75671)
CASH AND CASH EQUIVALENTS
BEGINNING OF YT st 189,987 265,658
g to o) Y. G S 421,043 $ 189,987

See notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
YEARS ENDED FEBRUARY 28, 2005 AND FEBRUARY 29, 2004

Note 1: BUSINESS DESCRIPTION

The Company was incorporated in New York on March 21, 1975 for the purpose of engaging in the development, manufacture, and sale
of ultrasonic liquid atomizing nozzles, which are sold world-wide. Ultrasonic nozzle systems atomize low to medium viscosity liquids by
converting electrical energy into mechanical motion in the form of high frequency ultrasonic vibrations that break liquids into minute
drops that can be applied to surfaces at low vefocity.

Note 2: SIGNIFICANT ACCOUNTING POLICIES

Consolidation - The accompanying consclidated financial statements of Sono-Tek Corporation, a New York corporation (the “Company”),
include the accounts of the Company and its wholly owned subsidiary, Sonc-Tek Cleaning Systems, Inc, a New Jersey Corporation (“SCS”),
which the Company acquired on August 3, 1999, whose operations have been discontinued. There have been no operations of this sub-
sidiary since Fiscal Year Ended February 28,2002. All significant intercompany accounts and transactions are eliminated in consolidation.

Cash and Cash Equivalents - Cash and cash equivalents consist of money market mutual funds and short-term certificates of deposit
with original maturities of 90 days or less. The Company occasionally has cash or cash equivalents on hand in excess of the $100,000
insurable limits at a given bank. At February 28, 2005, the Company had $292,205 over the insurable fimit.

Supplemental Cash Flow Disclosure -

YEARS ENDED
FEBRUARY 28, FEBRUARY 29,
2005 2004
ITEEIEST PDAIT oot 55 $ 93,032 $172,684
INCOME TAXES DRI cvrososersesssosssssssesssssssosss st sossssssssss s - -
Non-cash items:
Interest expense for iSSUANCE Of WAIMANTS. ... S 0 S 17,606

Inventories - Inventories are stated at the lower of cost or market. Cost is determined using the first-in, first-out (FIFO) methed for raw
materials, subassemblies and work-in-progress and the specific identification method for finished goods. Consignment goods are spare
parts used by outside sales representatives for emergency repairs performed on customer's equipment.

Allowance for doubtful accounts - The Company records a bad debt expense/allowance based on managements estimate of
uncollectible accounts. All outstanding accounts receivable accounts are reviewed for collectibility on an individual basis. The bad
debt expense recorded for the year ended February 28,2005 and February 29, 2004 was $13,500 and $12,000 respectively.

Equipment, Furnishings and Leasehold Improvements - Equipment, furnishings and leasehold improvements are stated at cost.
Depreciation of equipment and furnishings is computed by use of the straight-line method based on the estimated useful lives of
the assets, which range from three to five years.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CONTINUED

Product Warranty - Expected future product warranty expense is recorded when the product is sold.

Intangible Assets - Include Costs of patent applications which are deferred and charged to operations over seventeen years for domestic
patents and twelve years for foreign patents and the unamortized portion of deferred financing costs. The accumulated amortization
of patents is $45,487 at February 28, 2005.

Research and Product Development Expenses - Research and product development expenses represent engineering and other
expenditures incurred for developing new products, for refining the Company’s existing products and for developing systems to meet
unigue customer specifications for potential orders or for new industry applications and are expensed as incurred. Engineering costs
directly applicable to the manufacture of existing products are included in cost of goods sold.

Income Taxes - The Company accounts for income taxes under the asset and liability method. Under this method, deferred income taxes
are recognized for the tax consequences of “temporary differences” by applying enacted statutory tax rates applicable to future years
to differences between the financial statement carrying amounts and the tax basis of existing assets and liabilities. If it is more likely than
not that some portion or all of a deferred tax asset will not be realized, a valuation allowance is recognized.

Earnings (Loss) Per Share - Basic earnings (loss) per share ("EPS") is computed by dividing net income (loss) by the weighted-average
number of common shares outstanding for the period. Diluted EPS reflects the potential dilution that could occur if securities or other
contracts to issue common stock were exercised or converted into common stock. Stock options granted but not yet exercised under
the Company’s stock option plans are included for Diluted EPS calculations under the treasury stock method.

Advertising Expenses - The Company expenses the cost of advertising in the period in which the advertising takes place. Advertising
expenses for the year ended February 28,2005 and February 29,2004 was $14,905 and $14,914, respectively.

Long-Lived Assets - The Company periodically evaluates the carrying value of long-lived assets, including intangible assets, when events
and circumstances warrant such a review. The carrying value of a long-lived asset is considered impaired when the anticipated
undiscounted cash flow from such asset is separately identifiable and is less than its carrying value. In that event,a loss is recognized based
on the amount by which the carrying value exceeds the fair market value of the long-lived asset. Fair market value is determined
primarily using the anticipated cash flows discounted at a rate commensurate with the risk involved.

Stock-Based Employee Compensation - The Company accounts for stock-based compensation plans utilizing the provisions of
Accounting Principles Board Opinion No. 25 (APB 25),"Accounting for Stock Issued to Employees”and the Financial Accounting Statement
of Financial Accounting Standards No. 123 and No. 148 (SFAS 123 and SFAS 148),"Accounting for Stock-Based Compensation” Under SFAS
123, the Company will continue to apply the provisions of APB 25 to its stock-based employee compensation arrangements, and is only
required to supplement its financial statements with additional pro-forma disclosures. The Company has elected to provide the related
pro-forma disclosures utilizing an intrinsic value method of accounting for such stock based compensation.

RN D R e =] 2005 ANNUAL REPORT PAGE 16

SONO-TEK Corporation




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CONTINUED :

The estimated fair value of options granted during Fiscal Year 2005 was $1.64 per share and the estimated fair value of options granted
during Fiscal Year 2004 was $.23 per share. The Company applies Accounting Principles Board Opinion No. 25 and related interpretations
in accounting for the 1993 Plan. Had compensation cost for the Company’s stock option plan been determined based on the intrinsic
value at the option grant dates for awards in accordance with the accounting provisions of SFAS 123,the Company's net income and basic
and diluted earnings per share for the years ended Fepruary 28,2005 and February 29, 2004 would have been changed to the pro forma
amounts indicated below:

YEARS ENDED
FEBRUARY 28, FEBRUARY 29,
2005 2004

Net income:

AS TEPOTTEA. .ot §795,302 $785,229

Deduct: Total stock based employee compensation under

Intrinsic value based method for all awards, net of tax effects.. 746,818 10,863
PO fOIME NELINCOME ..ottt S 48484 $774,366
Basic earnings per share:

AAS TEDIONTEA oo s S 007 S 008

Lo (011011 SO S 000 S 008
DilUted €AIMINGS P SNAIE. ..ottt

FaY (=] oo a <e SO S 007 S 007

(o {61 00 N OO S 000 S 007

The fair value of options granted under the Company’s fixed stock option plans during Fiscal Years 2005 and 2004 were estimated on the
dates of grant using the minimum value options-pricing models with the following weighted-average assumptions used: expected
volatility of approximately. 109% and 107% in Fiscal Years 2005 and 2004, respectively, risk-free interest rate of approximately 3.25% in
Fiscal Years 2005 and 2004, and expected lives of option grants of approximately five years.

Recognitivon of Revenue - Sales are recorded at the time title passes to the customer, which, based on shipping terms, generally occurs
when the product is shipped to the customer. Based on prior experience, the Company reasonably estimates its sales returns and
warranty reserves. Sales are presented net of discounts and allowances.

Concentration of Credit Risk - The Company does not believe that it is subject to any unusual or significant risks, in the normal course
of business. The Company does have cash in excess of the federal insurable limits as noted above. The Company also has two customers,
which accounted for 11% and 9% of sales, respectively, during the year ended February 28, 2005. One customer accounted for 11% of
the outstanding accounts receivables at February 28, 2005.

Fair Value of Financial Instruments - The carrying amounts reported in the balance sheet for cash, receivables, accounts payable
and accrued expenses approximate fair value based on the short-term maturity of these instruments.

Management Estimates - The preparation of financial statements in conformity with accounting principles generally accepted in
the United States of America reguires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues
and expenses during theireporting period. Actual results could differ from those estimates.
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New Accounting Pronouncements-

FASB 151 - INVENTORY COSTS

in November 2004, the FASB issued FASB Statement No. 151, which revised ARB No.43, relating to inventory costs. This revision is to clarify
the accounting for abnormal amounts of idle facility expense, freight, handling costs and wasted material (spoilage). This Statement
requires that these items be recognized as a current period charge regardless of whether they meet the criterion specified in ARB 43.
In addition, this Statement requires the allocation of fixed production overheads 1o the costs of conversion be based on normal capacity
of the production facilities. This Statement is effective for financial statements for fiscal years beginning after June 15, 2005. Earlier
application is permitted for inventory costs incurred during fiscal years beginning after the date of this Statement is issued. Management
believes this Statement will have no impact on the financial statements of the Company once adopted.

FASB 152 — ACCOUNTING FOR REAL ESTATE TIME-SHARING TRANSACTIONS

In December 2004, the FASB issued FASB Staternent No. 152, which amends FASB Statement No. 66, Accounting for Sales of Real Estate,
to reference the financial accounting and reporting guidance for real estate time-sharing transactions that is provided in AICPA Statement
of Position (SOP) 04-2, Accounting for Real Estate Time-Sharing Transactions. This Statement also amends FASB Statement No. 67,
Accounting for Costs and Initial Rental Operations of Real Estate Projects, to state that the guidance for (a) incidental operations and (b)
costs incurred to sell real estate projects does not apply to real-estate time-sharing transactions. The accounting for those operations
and costs is subject to the guidance in SOP 04-2. This Statement is effective for financial statements for fiscal years beginning after
June 15,2005. Management believes this Statement will have no impact on the financial statements of the Company once adopted.

FASB 153 — EXCHANGES OF NONMONETARY ASSETS

In December 2004, the FASB issued FASB Statement No. 153.This Statement addresses the measurement of exchanges of nonmonetary
assets. The guidance in APB Opinion No. 29, Accounting for Nonmonetary Transactions, is based on the principle that exchanges of
nonmonetary assets should be measured based on the fair value of the assets exchanged. The guidance in that Opinion, however,
included certain exceptions to that principle. This Statement amends Opinion 29 to eliminate the exception for nonmonetary exchanges
of similar productive assets and replaces it with a general exception for exchanges of nonmonetary assets that do not have commercial
substance. A nonmonetary exchange has commercial substance if the future cash flows of the entity are expected to change significantly
as a result of the exchange. This Statement is effective for financial statements for fiscal years beginning after June 15, 2005. Earlier
application is permitted for nonmonetary asset exchanges incurred during fiscal years beginning after the date of this Statement is issued.
Management believes this Statement will have no impact on the financial statements of the Company once adopted.

FASB 123 (REVISED 2004) - SHARE-BASED PAYMENTS

In December 2004, the FASB issued a revision to FASB Statement No. 123, Accounting for Stock Based Compensation. This Statement
supersedes APB Opinion No. 25, Accounting for Stock Issued to Employees, and its related implementation guidance. This Statement
establishes standards for the accounting for transactions in which an entity exchanges its equity instruments for goods or services. It also
addresses transactions in which an entity incurs liabilities in exchange for goods or services that are based on the fair value of the entity’s
equity instruments or that may be settled by the issuance of those equity instruments. This Statement focuses primarily on accounting
for transactions in which an entity obtains employee services in share-based payment transactions. This Statement does not change the
accounting guidance for share-based payment transactions with parties other than employees provided in Statement 123 as originally
issued and EITF Issue No. 96-18, "Accounting for Equity Instruments That Are Issued to Other Than Employees for Acquiring, or in
Conjunction with Selling, Goods or Services."This Statement does not address the accounting for employee share ownership ptans, which
are subject to AICPA Statement of Position 93-6, Employers’ Accounting for Employee Stock Ownership Plans.

NN e ESETENE] 2005 ANNUAL REPORT

SONO-TEK Corporation




NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CONTINUED

A nonpublic entity will measure the cost of employee services received in exchange for an award of equity instruments based on the
grant-date fair value of those instruments, except in certain circurnstances.

A public entity will initially measure the cost of employee services received in exchange for an award of liability instruments based on its
current fair value; the fair value of that award will be re-measured subsequently at each reporting date through the settlement date.
Changes in fair value during the requisite service period will be recognized as compensation cost aver that period. A nonpublic entity may
elect to measure its liability awards at their intrinsic value through the date of settlement.

The grant-date fair value of employee share options and similar instruments will be estimated using the option-pricing models adjusted
for the unique characteristics of those instruments (unless cbservable market prices for the same or similar instruments are available).

Excess tax benefits, as defined by this Statement, will be recognized as an addition to paid-in-capital. Cash retained as a result of those
excess tax benefits will be presented in the statement of cash flows as financing cash inflows. The write-off of deferred tax assets relating
to unrealized tax benefits associated with recognized compensation cost will be recognized as income tax expense unless there are
excess tax benefits from: previous awards remaining in paid-in capital to which it can be offset.

The notes to the financial statements of both public and nonpublic entities will disclose information to assist users of financial information
to understand the nature of share-based payment transactions and the effects of those transactions on the financial statements.

For public entities that file as small business issuers the effective date will be as of the beginning of the first interim or annual reporting
period that begins after December 15, 2005, Management intends to comply with this Statement at the scheduled effective date for the
relevant financial statements of the Company.

FASB INTERPRETATION NO. 47 — ACCOUNTING FOR ASSET RETIREMENT OBLIGATIONS

In March 2005, FASB Interpretation No.47 "FIN 47" was issued, which clarifies certain terminology as used in FASB Statement No. 143,
Accounting for Asset Retirement Obligations. In addition it clarifies when an entity would have sufficient information to reasonably
estimate the fair value of an asset retirement obligation. FIN 47 is effective no later than the end of fiscal years ending after December 15,
2005. Early adoption of FIN 47 is encouraged. Management believes the adoption of FIN 47 will have no impact on the financials of the
Company, once adopted.

Note 3: SEGMENT INFORMATION
The Company currently operates in one business segment, spraying systems and is primarily engaged in the business of developing,
manufacturing, selling, installing and servicing ultrasonic spray equipment.

Note 4: SALE OF CLEANING SYSTEM BUSINESS

The Company sold the assets and rights to its Cleaning Systems business on February 28, 2005. The assets, which included certain
inventories, drawings and patents were sold for $60,000. Other income of $41,224 was recognized in the financial statements as a result
of this sale. An additional contingent payment of up to $22,500 may be due based on future sales of Cleaning Systems products.
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Note 5: INVENTORIES
Inventories consist of the following:

FEBRUARY 28,
2005
RAW MIBTETIAIS .ot 55555 5 § 585563
VVOTKAIT-DTOCESS svsseesssmssstsssessssssisssssssss s s 5555555151555 0 s 506,975
COMSIGIIMIBIIE oot ssseossss s oot 5520550555558 50 85555 3 5 9305
FINISREA GOOTS ...vveveesessmsosssesesssesesesessosssssesssss s 45055515551 487817
TORAIS oo st 1555555855801 5 . 1,589,660
LSS, AIOWANCE ..ttt 3555808181585 525355 s (251,250)
$1,338410
Note 6: €QUIPMENT, FURNISHINGS AND LEASEHOLD IMPROVEMENTS
Equipment, furnishings and leasehold improvements consist of the following:
FEBRUARY 28,
2005
LADOTBLONY EGUIDIMIENT sttt $ 172,841
MECHIRETY ANT EGUIDIMENT ..ottt e 304,467
Leasehold improvements. ... eS8 18555 5558 s 45913
FUTNIEUIE QNG FIXTUTES oot s s s s 337,296
TOTAS ot e 860,517
LE55: ACCUMUIGTE AEDIECIGLION ..o ettt st (720,384)

$ 140,133
Depreciation expense for the years ended February 28,2005 and February 29, 2004 was $44,590 and $37,452, respectively.

Note 7: ACCRUED EXPENSES
Accrued expenses consist of the following:

FEBRUARY 28,
2005
ACCIUET COMPDENSATION ..ot ressesessoseoseesssssesssssssos st sesseososessosesssessssossesss oottt sossossssessossoesssise e § 233,155
SIS LAX TAIDIIILY et s 6,920
ANCCTUBT INTETESE .. ecesssesosssosessstse st s s34 3550505515 1,495
ACCTUET MATKETING EXDENISE vt essssssssssssssssse s s 556855555 19,585
ESTIMIQTET WAITANTY COSTS wovrrvmervsesesessssosesesssesesssesssssesesos st s 21825
ACCTUET COMMUISSIONS oot messsssseossssssssessssses e ssssssessssssssossss oo s s s st 82,270
PIOMESSIONG] EES ..o s8-8 5585550 23,865
CUSTOMIET AEPOSIES ..o s st s oo ssesssssessssssesssosss oo 75,746
OTNET ACCTUET EXDENISES ercsvrsesesraessesessssesessesseesssesesseset s s 5551555 1 e e 0 26,967
$4913828
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
CONTINUED

Note 8: REVOLVING UINE OF CREDIT

The Company has a $500,000 revolving line of credit at prime which was 5.75% at February 28,2005. The loan is collateralized by all of
the assets of the Company. The line of creditis payable on demand and must be retired for a 30 day period once annually. If the Company
fails to perform the 30 day annual pay down or if the bank elects to terminate the credit line, the bank may at its opticn convert the
outstanding balance 1o a 36 month term note with payments including interest in 36 equal instaliments. As of February 28, 2005, the

halance was $350,000, hence the unused credit line was $150,000.

Note 9: COMMITMENTS AND CONTINGENCIES

Leases - Total rent expense was approximately $84,677 and $78,661, for the two years ended February 28,2005 and February 29, 2004, respectively.

The Company has $61,983 in future minimum obligations under its lease, which expires November 30, 2005.

Note 10: INCOME TAXES

The annual provision (benefit) for income taxes differs from amounts computed by applying the maximum U.S. Federal income

tax rate to pre-tax income (loss) as follows:

FEBRUARY 28, FEBRUARY 29,
2005 % 2004 %
Computed tax at MAXIMUM (A€ ... $311,000 385 S 68455 340
Other permanent differeNCES ... s 1,728 1.0
Franchise taxes due, net of federal benefit.......oecoecossiens 54,000 6.7
Utilization or change in valuation allowance for
tax effect of operating 105S CarryfoOrwards ... (353000) (437) (654,073) (3250
[NCOME TAX IDENETIL) oo ses et eeesssses s seer s es s S 12,000 15 $(583,890)  (290.0)
The net deferred tax asset is comprised of the following:
FEBRUARY 28,
2005
Allowance for doubtful accounts S 7,000
01V 01 (0] 98,000
Accrued vacation 13,000
AACCTUBT EXPDENSES ..ovesvsosvsssssssssssssos ssesossssssssssssss oo s o565 5 5105 s 110,000
Net operating 1055€S and OTNET CAMYTOTWEITS ..ottt 1,156,000
Net deferred tax assets Defore ValUation GlIOWANCTE ... sesssi st sosesitsesesssissesossess oo 1,384,000
Deferred tax asset valuation allowance (799,000)
INET AEIEITEA TAX ASSET v rseeesresreesreseseesssteessosesestsssieseeeessresos e essstosee st oottt oot S 585,000

The change in the valuation allowance was $122,000 for the year ended February 28, 2005. This represents a $158,000 decrease in the
net operating loss valuation allowance offset by a $36,000 increase in the timing difference of accrued expense accruals. A $585,000 tax

benefit has been reflected as a tax asset in the financial statements, of which $117,000 is a current asset.

PAGE 21



At February 28, 2005, the Company has available net operating loss carryforwards of approximately $2,965,000 for income tax purposes,
which expire between fiscal 2006 and fiscal 2022. The Company also has research and development credits of approximately $136,000,
which expire between fiscal 2010 and fiscal 2021. The net operating loss and credit carryforwards generated by a subsidiary are subject
to limitations under Section 382 of the Internal Revenue Code.

Note 11: STOCK OPTIONS AND WARRANTS

Stock Options — The Company has two stock option plans, the 1993 Stock Incentive Plan, as Amended (“1993 Plan”) and the 2003 Stock
Incentive Plan ("2003 Plan"). Under each Plan, options can be granted to officers, directors, consultants and employees of the Company
and its subsidiaries to purchase up to 1,500,000 of the Company’s common shares. Options granted under the 1993 Plan expire on
various dates through 2012, The 1993 Plan expired in October 2003 and no further options can be granted under the 1993 Plan. A total
of 167,062 options remain outstanding under the 1993 Plan. Under the 2003 Plan options expire at various dates through 2015. A total of
774,000 options are outstanding under the 2003 Plan.

During Fiscal Year 2005 the Company granted options for 540,000 shares exercisable at prices from $.95 to $1.75 to officers of the
Company, options for 40,000 shares exercisable at $1.06 to directors of the Company, options for 144,000 shares exercisable at prices from
$.95 to $2.30 to employees of the Company, and options for 50,000 shares exercisable at prices from $1.06 to $1.95 to consultants to the
Company. During Fiscal Year 2005, compensation expense of $19,801 was recognized based on the fair value of the options granted
1o two consultants.

During Fiscal Year 2004, the Company granted options for 20,000 shares exercisable at $.19 per share to a director of the Company and
options for 10,000 shares at $.25 to a consultant to the Company. There were no options granted to employees of the Company. During
Fiscal Year 2004, compensation expense of $1,564 was recognized based on the fair value of the options granted to a consuitant.

Under both the 1993 Plan and the 2003 Plan, options granted at prices that are at least 100% of the fair market value of the common stock
at time of grant. For qualified employees, except under certain circumstances specified in both Plans or unless otherwise specified at
the discretion of the Board of Directors, no option may be exercised prior to one year after date of grant, with the balance becoming
exercisable in cumulative installments over a three year period during the term of the option,and terminate at a stipulated period of time
after an employee’s termination of employment.

A summary of the activity of both plans for the years ended February 28, 2005 and February 29,2004 is as follows:

WEIGHTED AVERAGE
STOCK OPTIONS EXERCISE PRICE
OUTSTANDING EXERCISABLE ~ OUTSTANDING EXERCISABLE

Balance — Februany 28, 2003.......oo s 1,122,562 903,062 $ 33 § .35
Granted FiSCal YEAr 2004 ...t 30,000 23
EXErcised FISCAl YOI 2004 ....ooeeeeoreeeeesseeesesreesseesessessscsesssesseessesesssesessesssers s (91,516) (16)
Canceled FisCal YEAr 2004 ..o (100,000 (52)
Balance — February 29, 2004...........coessmssssssssssssssssosssssssssstossssessssosss 961,046 890,171 5 32 § .29
Granted FisCal Year 2005 .....seiessesissssessssssssssesssssssessessssssesssssssssesnes 774,000 164
Exercised FISCal YEAr 2005 ......vierissnosssiesssmssssssesssssssessesssssssosrsssesoese (792,484) (.26)
Canceled FiSCal YEAr 2005 ..o (1,500) (.30)
Balance — February 28, 2005 ...t 941062 642,062 5146 $147
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Information, at date of issuance, regarding stock option grants for the years ended February 28, 2005 and February 29, 2004

WEIGHTED WEIGHTED
AVERAGE AVERAGE
EXERCISE FAIR
SHARES PRICE VALUE
Year ended February 29, 2004:
Exercise price iexceeds Market DICE .. s - S - S -
Exercise price @quals MArket PriCe .o 30,000 23 23
Exercise pricelis less that Market PriCe .. - - -
Year ended February 28, 2005:
Exercise price exceeds Market DIICE ..o 25,000 $1.95 §175
Exercise price equals Markel PriCe ... 749,000 163 163

Exercise price i 185 that Market PriCe ..o - - -

The following table summarizes information about stock options outstanding and exercisable at February 28, 2005:

WEIGHTED ~ WEIGHTED
AVERAGE AVERAGE
NUMBER REMAINING  EXERCISE NUMBER
OUTSTANDING _ LIFE IN YEARS PRICE EXERCISABLE

Range of exercise prices:

S00 10§50, o 99,500 76 § 24 99,500
ST 10 ST.00 . e 129,062 78 S 86 35,062
ST 0T 10 81,75 602,500 9.2 $164 507,500
ST 7610 8230 . . oo 110,000 99 $222 0
Warrants -

On February 15, 2000, the Company entered into a 90 day $100,000 subordinated convertible loan with a non-affiliated individual
convertible into common stock at $1.00 per share. The loan and related interest of 8 % was repaid upon maturity, May 15, 2000. As part
of the loan agreement, the lender was eligible to receive a warrant to purchase 50,000 shares of the Company's common stock, if the loan
was not converted to equity or was not repaid. When the loan was repaid, the lender received a five-year warrant to purchase 50,000
shares of the Company’s common stock at $1.00 per share in accordance with the provisions of the agreement. This warrant was
exercised on May 9, 2005.

- On October 28, 2004, the Company issued two one year warrants each to purchase 142,857 shares of the Company’s common stock at
$1.75 per share to a New York State Agency. These warrants were issued at fair-market value to encourage additional equity investment
in the Company.

On December 3,2004, in conjunction with a private offering of 307,000 shares of the Company's common stock, the Company issued two
year warrants to purchase 76,750 shares of the Company’s common stock at $1.75 per share to eight accredited investors. In April 2005,
10,000 of these warrants were exercised.
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Note 12: EARNINGS PER SHARE
The following table sets forth the computation of basic and diluted earnings per share:

FEBRUARY 28, FEBRUARY 29,
2005 2004
Numerator for basic and diluted Earnings Per Share ... S 795302 S 785229
Denominator:
Denominator for basic earnings per share -weighted average shares.............. 11,708,331 9,096,436
Effects of dilutive securities:
WVETTANTS v ntecssesesssseets st 30 e 22,619 1,020,085
Stock options for employees, directors and outside CONSUILANTS ... cssn v 275220 454,780
Denominator for diluted earnings per share 12,006,170 11,414,584
BaSIC EAMINGS PEI SNATE ..o S 07 S 08
Diluted EArNiNgs PEI SNAIE ...t S 07 S 07

Notel3: RELATED PARTY TRANSACTIONS

Norwood loans - On April 30, 2001, in order to induce the advance of an additional $300,000 by Norwood Venture Corp. ("Norwood"),
certain of the Company's directors, an officer and an affiliate of the Company participated in the amount of $216,750 in the additional
mezzanine financing.Interest expense of $8,821 and $26,571 was paid to Norwood and forwarded to these individuals during Fiscal Years
2005 and 2004, respectively.

On December 15, 2004, Norwood Venture Corporation and the Company reached an agreement whereby the “Put” rights under
the Norwood Loan and Warrant Agreement were terminated for a sum of $188,000 paid by the Company to Norwood. Also, Norwood
exercised all of its warrants to purchase the Company’s stock, resulting in the issuance of 2,022,017 shares of common stack. The Chairman
of the Company and an over 5% owner of the Company were participants in the Norwood Loan and, accordingly, they each received
243,239 shares of the Company’s common stock as the result of the warrant exercise. Also, they each received $103,333 as part of the
repayment of the principal of the Norwood Loans.

Debt exchange - related party -

During February 2004 loans, accrued interest and prior year consulting fees due to the Chairman of the Company in the amount
of $123,827 were exchanged for 294,825 shares of common stock valued at $42 per share. The debt to equity conversion price was
negotiated independently with other third party creditors on an “arms fength”basis.

Warrant issuance - related party -
During February 2004 warrants to acquire 300,000 shares of the Company’s common stock were exercised at $.30 per share by
the Chairman of the Company for $90,000. The proceeds from this exercise were used to repay prior year loans due to the Chairman.
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Note 14: SIGNIFICANT CUSTOMERS AND FOREIGN SALES
From continuing operations - One customer accounted for 11% of the Company’s sales for Fiscal Year ended February 28,2005.

Export sales to customers located outside the United States were approximately as follows:

FEBRUARY 28, FEBRUARY 29,
2005 2004
WESTEIN BUIODIE et esrssssessssssesssssosssissmssisesesssosososssesossossososossos st § 482,000 $ 552,000
FAT EAST vt ssssassss oo ss s s s 986,000 171,000
925,000 132,000
$ 2,393,000 $ 855,000

During Fiscal Years 2005 and 2004, sales to foreign customers accounted for approximately $2,393,000 and $855,000, or 41% and 24%
respectively, of total revenues.

Note 15: SUBSEQUENT EVENTS

Revolving Loan Repayment

On April 12,2005, the Company repaid the outstanding borrowings of $350,000 under the $500,000 Revolving Line of Credit with the
M&T Bank. Such repayment is required for a 30 day period annually.

Additional Equity Investments

On May 3, 2005, the Company sold 125,000 shares of its common stock at $2.30 per share and issued a warrant to purchase an addition-
al 25,000 shares of common stock at $2.45 per share to an institutional investor in a private placement.On May 9, 2005, a warrant for 50,000
shares was exercised for $1.00 per share. On May 11,2005, a warrant for 142,857 shares of the Company’s common stock was exercised
at $1.75 per share by Empire State Development Corporation, Small Business Technology Investment Fund.

COMMON STOCK

= —
The Company’s Coméﬂon Stock trades in the ove

range of high and low closing bid quotations f
FISCAL YEAR ENDED: -
: ; ’——FEBRUARY 28, FEBRUARY 29,
2005 2004
High Low High Low

First Quarter $165 5060 $030 5010
Second Quarter 126 094 030 016
Third Quarter 214 115 0.70 019
Fourth Quarter. 3.00 2.10

The above quotations
not represent actual t
public trading market
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